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Railroad Rates. 

From the Committee on Tbanspoetation. 
Morning Session, December 27. 



A Contribution to the Theory of Railroad Rates. 



UY PROP. F. W. TAUSSIG OF HABVABD UNIVERSITY. 



The paper of Professor Taussig of Harvard Uni- 
versity, considered the theory of railvsray rates, and 
more particularly the explanation of the apparent ano- 
malies in the varying charges for different classes of 
freight and passenger traffic. This explanation was 
found in the fact that the greater part of the cost of 
conducting railway traffic is joint, and that railway 
services belong, in economic theory, with the class 
of commodities produced at joint cost, of which wool 
and mutton, gas and coke, are the classic illustra- 
tions. This central fact, that the commodities are 
produced at joint cost, becomes apparent on a con- 
sideration, first, of the enormous plant of the rail- 
ways, and, second, of the very large proportion of 
operating expenses which is independent of the vol- 
ume of the traffic. The plant of a railway — its road- 
bed, track, bridges, stations, terminal facilities — 
obviously serves one part of the traffic as well as 
another. The cost of furnishing the plant is joint cost. 
But interest on capital at the ordinary rate absorbs 
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about one-half of a railway's total receipts; in other 
words, one-half of the cost of supplying railway ser- 
vice is clearly and wholly joint. As to the other half 
of a railway's outgo, the operating expenses, we find 
maintenance of way, a large item, to be cost incurred 
for the whole traffic; the same is true of general office 
expenses, signaling and switching expenses, and a 
very large part of other items; so that there is no 
reason to doubt the justice of Sax's estimate that 
one-half of the total operating expenses are incurred 
for the traffic as a whole, and are independent of the 
volume of traffic. Fully three-quarters of a railway's 
total expenses (including both return to capital and 
operating expenses) therefore represent joint cost. 
Indeed, this is a moderate statement of the extent to 
which the principle of joint cost is applicable. Look- 
ing at those items of a railway's expenses which 
seem not to be joint, such as the wages and supplies 
for freight transportation, we find that these ex- 
penses, while separate for freight service as distinct 
from passenger service, are yet to a large degree 
jointly incurred for the various classes within the 
freight or passenger service. It is a safe conclusion 
that the element of joint cost appears in almost every 
item of a railway's outgo, and that the proportion of 
expenses which can be specifically assigned to any 
one consignment of freight, or to any one batch of 
passengers, is an insignificant fraction of the whole. 
From this fact of preponderating joint cost it fol- 
lows that railway rates are permanently affected by 
demand, and that they they cannot be based on any 
analysis of cost of service. Every item of railway 
traffic, it is true, must bring back to the railway at 
least that portion of the expenses which have been 
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separately incurred for it; just as wool cannot sell 
for less than the cost of shearing and handling it. 
But how much of the vastly preponderating joint 
cost will be got back from any one item of traffic, 
depends upon the demand for this particular bit of 
transportation as compared with the demand for 
other bits; just as the prices of wool and mutton are 
determined mainly by the relative demand for them. 
This is the fundamental explanation of classification 
of freight, of differential rates, of rates made with 
the purpose of building up traffic, and of higher 
charges for longer hauls, — in short, of the general 
practice of "charging what the traffic will bear." 
That practice is not an accident, nor the result of 
arbitrary exercise of power by railway managers; it 
is the simple consequence of the peculiar condition 
of the industry. It will therefore appear under 
public as well as under private railway management. 
Of this a striking illustration is found in the failure 
of the endeavor to introduce in Germany the so-called 
"natural" tariff, based on cost, which has been re- 
placed by the present reform tariff, virtually a dif- 
ferential tariff, charging what the traffic will bear. 

The paper criticised the speculations of Professor 
Cohn on the causes of discrimination in railway 
rates, and denied that these discriminations were 
the result of ethical forces, or that they bore any 
analogy to taxation. It criticised also the statement 
that railway rates were determined by "value of 
service." The final conclusion was that railway 
rates did not present, as many recent writers sup- 
posed, a case of value of quite an anomalous sort, 
inexplicable on the usual reasoning about cost and 
value, but merely an illustration on an enormous 
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scale of the familiar principle of value applicable to 
all commodities produced at joint cost. 



Discussion. 

Professor Adams: The paper has been an ex- 
ceedingly interesting one to me, and the practical 
conclusion to which it seems to point is not that 
nothing can be done by means of classification and 
the application of statistical inquiry as bearing upon 
the theory of rates, but that classification must be 
carried much further than it is carried at the present 
time. I think that the point of view accepted by the 
gentleman who presented this paper was that of the 
transportation of all the roads of all the United 
States together. I do not by any means intend to 
say that it is possible to assign cost to particular 
traffic. That, to my mind, is an absurdity, and one 
which was well presented in the paper. That is a 
problem which has no bottom to it. There is, how- 
ever, this thought, — that when you take up the 
question of rates for certain particular railroads, or 
certain particular kinds of traffic, you do have, on 
certain railroads and in certain parts of the country, 
traffic that is to a certain extent uniform. As an illus- 
tration, the traffic on the Great Lakes is, 75 per cent, 
of it, made up of three commodities. So far, then, as 
75 per cent, of the lake traffic is concerned, if we 
understand the cost of transportation, the conditions 
are present that will enable us to apply the principle 
of cost. Even in the case of the great trunk lines, 
like the New York Central or the Pennsylvania sys 
tem, where the freight carried embraces all classes, 
even there it is possible to classify all freight and to 
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know what percentage of each class of freight is 
carried by .this particular road; and all that is neces- 
sary for a practical application, under such circum- 
stances, of the theory of cost to rates, is to take the 
total cost, and, by a fair assignment, apply the ex- 
penses for carrying the total traffic to the percent- 
ages of traffic in classes carried. Of course I admit 
that this is not a strict application of the theory that 
cost should determine traffic, and I should not under- 
take to defend such a theory. 

Professor Taussig: In the portion of the paper 
which from lack of time was omitted, attention is 
called to the fact that the theory of cost could be 
partially applied in cases where the traffic is homo- 
geneous, which was the point that I understood Pro- 
fessor Adams to make. 

Professor Patten: It was the theory of Professor 
Taussig's paper that attracted my attention. As a 
part of economic theory it was too simple. It repre- 
sents an earlier stage of doctrine than the one at 
which we are now arrived, and joint cost cannot, 
therefore, from the modern trend of theory, be an 
explanation of the facts which we have before us. 
We have two factors in the revenue of a railroad; 
interest on capital and profits on industrial risks. 
Dividends are not to be regarded as a return on capi- 
tal. 

Professor Seligman: I think the article to which 
we have listened put forward the idea which in many 
respects has been lost sight of, and put it forward in 
a very effective manner. Possibly there are certain 
points to which Professor Taussig only alluded that 
might be brought out a little more strongly. In the 
first place. Professor Taussig began by ascribing this 
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general theory to Pi'ofessor Cohn. Professor Cohn 
has done more than anyone else in this theory, but I 
think it is unfair to ascribe the entire credit — or dis- 
credit if you please — to him. French writers about 
the middle of the present century advanced practi- 
cally the same theory, and it has been advanced by 
others. What Professor Cohn did was, of course, to 
call attention to the analogy between railway charges 
and taxation, and to emphasize, in opposition to the 
English view, the necessity of some form of govern- 
mental supervision, and so far Pi'ofessor Cohn may 
be given the credit. 

I was glad to see that Pi'ofessor Taussig does not 
maintain, as a great many writers until recently have 
maintained, and as most of the practical legislators 
maintain, that the cost of each particular service is 
sufficient to explain the rate for that particular ser- 
vice. When Professor Taussig speaks in favor of 
the cost of service theory he does it with the express 
disclaimer of applying that theory to the cost of ser- 
vice as it has been heretofore understood. No one 
has ever attempted to deny, so far as I know, that if 
you take the general rate within any country, in the 
long run the rates must cover the cost of production, 
and that, in some general way, cost of pi'oduction does 
fix the railway charges. If Professor Taussig means 
that, then certainly no one could take any exception 
to his argument, for the cost of production theory, as 
it has been advanced usually, and has been applied, 
is a very different thing from the cost of production 
theory which we heard to-day. I repeat, that what 
is generally known as the cost of service theory in 
railway charges, is not that the general average of 
charges is fixed by the cost of production, but that 
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each particular charge is fixed by the cost of produc- 
tion, and we must, therefore, not be led astray by 
these words "cost of service." 

Professor Taussig, toward the end of his paper, 
called attention to what, to my mind, is the most im- 
portant part of the theory of railway rates, namely, 
the extent to which the element of monopoly enters 
into it. All who have read the works of Mr. Marshall 
and others who adopted and expressed these theories 
in England, know that the theory of the monopoly 
prices is qiiite different from the theory of what you 
may call competitive prices, but yet that a general 
law of value must govern the monopoly phenomena 
as well as other phenomena. The theory of what 
the traffic would bear is in reality nothing else than 
the theory of the laws that govern monopoly value. 
The railway is practically a monopoly, and therefore 
Professor Taussig's argument is really robbed of its 
chief merit. In so far as railway prices are yet com- 
petitive prices, his principle may be applied. In so 
far as they tend to become monopoly prices it can- 
not be applied unless it be so modified as to take in 
also cases of monopoly value. If it be applied to 
cases of monopoly value, then I maintain it is no 
different at all from the cost of service theory. As 
long as we do not apply the cost of service theory to 
the cost of any particular part, but to the service as 
a whole, it does not differ from the value of service 
theory. 

Attention has been called to the analogy between 
railway tariffs and taxes. Let us pass by for a 
moment this theory of Professor Sax's, that taxes 
can be considered in the same way as other prices, 
and assume that the principle of taxes is the theory 
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of ability to pay. As soon as you put it in that 
light the ethical element conies in. But does not the 
ethical element come in in all cases of monopoly? We 
know that the gas prices to-day are monopoly prices. 
Why is it that in the gas monopoly the community 
itself, through its accredited agent, the State, feels 
called upon to interfere and limit prices? Why is it 
that we have to-day in all the western States this 
outcry for the limitation of railway prices? Why 
is it that we have an outcry for the limitation of the 
prices of other monopolies which are not connected 
with transportation? I think the explanation is to 
be found in the fact that these are all monopolies, 
and that in this whole demand, however unwise may 
have appeared the interference of government in the 
attempt to regulate prices, there is at bottom a sound 
idea, an ethical idea if you will, which to some ex- 
tent regulated the whole of the Middle Ages too, 
throughout the period of its prosperity and before its 
decline; in other words, the same idea that makes us 
feel that however much we may admit the economic 
value of trusts, etc., we cannot permit them to go so 
far as to enrich themselves at the expense of the 
community, acting in a manner that shocks our in- 
stinctive feelings of justice. And this is the reason 
why governments have always interfered, arid always 
will interfere, to fix prices of a certain kind. When 
the monopoly has become of such a character that 
the community is practically at its mercy, when the 
prices are fixed by the laws which govern monopoly 
value, not by demand, except in the highest sense of 
the word — in the sense, namely, that a monopoly will 
charge just the prices which will bring to it the 
highest possible profit, although such a price may 
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often redound to the manifest disadvantage of the 
community — in such cases we shall always find gov- 
ernments interfering to limit these prices. Now in so 
far as railway charges have an increasing element of 
monopoly charges within them, the theory of joint 
cost, as Professor Taussig put it forward, seems to 
me inapplicable, imless you widen it so as practi- 
cally to make it convertible with the theory of value. 
Professor Warner: Supposing that classification 
of rates is settled by the value of service, are we to 
leave the railroads entirely free to interpret that 
rule and to apply it? For instance, in the matter 
of corn rates, which the Inter-State Commerce Com- 
mission ordered to be lowered about a year ago, 
the question is this: Both parties admitted that cost 
of service should govern the gross returns to the 
railroad companies. Then tlie question was, shall 
the larger part of these returns come from the rates 
on corn or from other kinds of traffic. It seems to 
me that there is a chance for interference, even if we 
admit that value of service should fix the classifica- 
tion, — that the State has something more to do than 
merely to limit the gross returns on investment, and 
that in the matter of classification there is a certain 
element of consideration of the public weal which 
must come in to direct classification. The rule 
adopted by the Inter-State Commerce Commission 
was so to fix the rates as to permit the largest inter- 
change of traffic, and I think that if the railroads do 
not see fit to apply that rule themselves, it is entirely 
proper for the State to interfere, and, on behalf of 
the public, to alter th(i classification with the purpose 
of applj'ing that rule. 
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Professor Ely: We ought to take into considera- 
tion a few facts concerning the construction of rail- 
ways in tliis country, and the investment of capital 
in railways, — facts which were neglected in Professor 
Taussig's paper. From his paper we would gather 
that the need of a railway between two points is felt, 
and that because of this need and because it is 
believed that the railway will pay, it is constructed. 
Now 1 subm.it that railways in this country are not 
constructed according to that plan. It is not an accu- 
rate description of the facts of the case. In most 
cases railways are not built because the projectors 
think they are needed and will continue to be paying 
investments, but merely for purposes of speculation. 
I remember an address by Judge Cooley in which he 
said that it seemed as if, during the past year, the less 
call there had been for the construction of railways, 
the greater had been the profits of the projectors. 

Professor Taussig: I did not attempt in my paper 
to cover the whole field of railway rates, but confined 
myself to a very few points. I should be the last 
person to say that because the regulation of railway 
rates presents great difficulties, it is a thing which 
should not be done, and I am the last person to say 
that because classification seems to me a difficult 
task it should not be attempted. My paper is sim- 
ply a contribution to the theory of railway rates, and 
not a suggestion as to the governmental policy in 
regard to them. I fear I must differ with the propo- 
sition that dividends are not to be looked upon as 
part of the cost. Assume that dividends are the 
return to capital that the government would try to 
get if it ran the railroads. If it has borrowed money 
at four and a half per cent., it wants to get back 
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enough to pay this interest. Assume that a railway 
tries to get back just about ordinary interest on 
capital. Now my theory is that that which has got 
to be made out of the railway, in order that the ser- 
vice shall be furnished, is joint cost. 

How far railways are in fact built not with the 
expectation of earning any return upon capital in- 
vested in them, is a question which I did not attempt 
to touch; and this question seems to me exaggerated 
by Professor Ely. In the long run I think that when 
a railroad is projected, it is because the projectors 
think it will continue to pay. 

President Walker: There is one point to which I 
would like to call attention, and that is the vast 
difference between a railroad and a railroad. Pro- 
fessor Taussig spoke of the investment of capital 
being irrevocable. I think that he overlooks some 
things of very great importance, — namely, that a 
railroad when it is first built is a very different thing 
from the railroad as it will be ten, twenty or thirty 
years after. I think it would be a good idea to have 
a statistical paper prepared to show (by taking a 
typical railroad in some of our States) the growth 
of the railroad from the time it is first opened to 
traflflc,— something that would give us a line and 
enable us to construct a diagram showing a railroad 
between two small thriving towns at a given period 
of their history, the width of the line representing 
the cost of the railroad as first completed, with its 
crooked track and very inadequate equipment, and 
then showing its growth by regular intervals, and 
let us judge by the history of that road what the 
investment of capital will really be when the road is 
double-tracked and improved in every way, and 
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when, instead of small stations, larger and finer ones 
are erected and the terminal facilities are enlarged; 
in short, what the growth of the investment of the 
capital will be. I do not know where to go for such 
a statistical statement of the growth of a typical 
railroad in some of our States, showing these facts 
and expanding them, showing what double tracks 
mean, and what solid, well built and well ballasted 
tracks mean, the cost of first-class motive equip- 
ment, the extension of terminal facilities, etc. I 
think it would be a very good thing, in the matter 
of public opinion, if we had such a statement, based 
upon the experience of one road or of many roads, 
showing that growth. The State must not think 
when it first has the railroad that that is all there 
is to it, that the railroad is irrevocable, and that it 
can then treat it as it pleases. The railroad should 
be allowed to grow and improve. That growth of a 
road from the comparatively small beginning to the 
powerful freight carrying or passenger carrying ma- 
chine, representing two, three or four fold the origi- 
nal investment of capital, is what people leave out 
of view to a great extent when they think they have 
got the railroad, and there is nothing further to be 
thought of. 



